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• It has often been assumed that there is a tradeoff between labor market flexibility and 
labor protection. Following the promulgation of the Labor Contract Law in 2008, 
employment protection in the People’s Republic of China (PRC) changed from less 
restrictive than the OECD average to more restrictive than any OECD economies with 
respect to indicators for severance pay and dismissals. However this change and its 
impact are not well recognized. 
• Overall, labor market flexibility consists of two components. On the demand side, labor 
market flexibility affects employers’ decisions to hire workers. On the supply side, contrary 
to the common belief, improved workers’ protection could in fact also improve labor 
market flexibility through the labor supply. This is also rarely discussed, but could help the 
PRC reduce labor market rigidity. 
• Based on a review of international experiences and the labor market situation in the PRC, 
this policy note provides policy recommendations on increasing macroeconomic 
efficiency through improving labor market flexibility without necessarily sacrificing 
protection for workers. In addition to strengthening job creation, supply-side government 
policies, such as those to help workers moderate income fluctuations (both cyclical and 
structural) and improve workers mobility, could help restore labor market flexibility in the 
PRC. 
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Abstract 
摘 要   
• It has often been assumed that there is a tradeoff between labor market flexibility and labor 
protection. Following the promulgation of the Labor Contract Law in 2008, employment protection 
in the People’s Republic of China (PRC) changed from less restrictive than the OECD average 
to more restrictive than any OECD economies with respect to indicators for severance pay and 





• Overall, labor market flexibility consists of two components. On the demand side, labor market 
flexibility affects employers’ decisions to hire workers. On the supply side, contrary to the common 
belief, improved workers’ protection could in fact also improve labor market flexibility through the 




• Based on a review of international experiences and the labor market situation in the PRC, this 
policy note provides policy recommendations on increasing macroeconomic efficiency through 
improving labor market flexibility without necessarily sacrificing protection for workers. In addition 
to strengthening job creation, supply-side government policies, such as those to help workers 
moderate income fluctuations (both cyclical and structural) and improve workers mobility, could help 








1. Labor market rigidity refers to the condition where firms and workers are unable to adjust flexibly 
to changes in macroeconomic conditions, and can slow down structural transformation. In general, 
labor market flexibility is reduced by various labor market institutions preventing the labor market from 
reaching equilibrium levels of employment and wages comparable to that of a market-based clearing 
equilibrium of labor demand and labor supply. These labor market institutions include those that 
directly affect workers’ labor supply (such as social welfare benefits and unemployment insurance) and 
firms’ labor demand (such as employment protection laws, labor standards, minimum wage standards, 
and wage bargaining policies). 
2. There are many indicators measuring labor market rigidity. Today, by most measures, one of 
the most flexible labor markets in the world is that of the United States, while the most rigid labor 
markets are found in European countries such as France, Germany, Italy, and Spain.  Historically, 
Anglo-American countries have chosen labor market institutions that tend towards more flexible labor 
markets, with low levels of employment protection, lower unemployment benefits, and low labor union 
coverage. Continental European countries have preferred labor market institutions that prioritize 
stability over flexibility, with more stringent employment protection measures, higher firing or hiring 
costs, and high rates of collective bargaining. Nevertheless, even in the countries with flexible labor 
market regimes, governments typically have in place robust, state-funded social protection programs 
in order to safeguard workers’ wellbeing. 
3. It has often been assumed that there is a tradeoff between labor market flexibility and labor 
protection. Yet, better protection for workers in terms of more secure employment and better wages 
can be reached not only through labor regulations alone. The same outcome can be achieved through 
a combination of complementary policies including active labor market programs, social security 
insurances, and collective representation. 
4. Based on a review of international experiences and the context of PRC’s reform and current labor 
market conditions, this policy note provides recommendations to improve labor market flexibility in 
the PRC without sacrificing protection of workers and employment creation. In particular, government 
policies to help workers moderate income fluctuations (both cyclical and structural), improve workers 
mobility, and increase job quality could help strengthen labor supply-side flexibility and restore labor 
market flexibility in the PRC.
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II. CURRENT CHALLENGES IN LABOR MARKET FLEXIBILITY IN THE PRC
5. In 2008, three labor-related laws came into effect in the PRC. The Labor Contract Law, the Labor 
Promotion Law, and the Law on Mediation and Arbitration of Labor Disputes became effective in 
2008. The Labor Contract Law, which is the most comprehensive and important one, is the first major 
update of the PRC’s Labor Law promulgated in 1994. It aimed to increase protection of employees 
through improved use of legally enforceable contracts and rules covering hiring and firing. By 2010, 
an estimated 71% of resident urban workers and 35% of migrant workers had contracts, up from 
65% and 12% respectively in 2005. This has led to reduced informality and increasing number of 
workers covered by the five social insurances mandated by the law. The Labor Contract Law was 
further updated in 2013 to cover 37 million workers employed indirectly through employment agencies. 
Notwithstanding their success, these labor regulations had significant implications on the labor market 
rigidity of the PRC as explained below.
6. The Labor Contract Law has turned the PRC’s employment protection laws into one of 
the most stringent in the world.  Before the 2008 reforms, the PRC ranked much closer to the US 
and well below the OECD average for labor market rigidity. 1 In contrast, after the 2008 and 2013 
revisions, the PRC is far more restrictive than the average OECD and non-OECD Latin American 
economies in all indicators for severance pay and dismissals, with the PRC scoring close to maximum 
restrictiveness. For instance, for a worker with a 5-year tenure, the mandated severance amount in the 
PRC is double that in Germany, and 5 times that in France. This is a drastic change from the earlier 
flexibility. Post-2008, legal burden of firing in the PRC rose above France, India, or Italy. Studies 
suggest this disproportionately impacts newcomers and less-skilled workers in the PRC. 
7. Rapid increases in minimum wages have increased labor costs significantly. Especially 
in labor-intensive manufacturing sectors, double-digit growth in minimum wages compounded the 
increased rigidity in the labor market. Minimum wages rose an average 14% annually from 2009 to 
2015 against an average annual labor productivity growth of 7%. By 2015, the lowest minimum wage 
ranged from CNY1,250 in Chongqing to a maximum of CNY2,030 in Shenzhen. Studies suggest that 
these minimum wages are well-enforced, with only 3% of migrants’ wages below minimum thresholds 
in their respective locations. The ratios of minimum wages to average wages illustrate the increased 
labor costs to firms. In 2014, the minimum wage exceeded 60% of the average urban private wages in 
Henan and Jilin. In contrast, the corresponding ratio in the US was 29% for 2014. Very high ratios tend 
to reduce creation of entry-level jobs.
1.  The OECD/IDB Employment Protection Indicator (EPI) is a composite of indicator covering 21 sub-indicators covering notification 
procedures, length of notice period for various tenures, severance pay at various tenures, aspects of unfair individual dismissals, aspects of 




8. Employment in the secondary sector has declined since 2012.  Elasticity of employment with 
respect to GDP growth has also declined in the PRC, similar to global trends. This elasticity measures 
the percentage change in employment with respect to a 1% change in real output. From 1996 to 2001, 
this elasticity averaged 13% for the PRC, and dipped below 5% after 2005. This means that every 
percentage point of GDP growth after 2005 has been accompanied by much slower expansion in 
employment. While the decline in manufacturing jobs comes with structural transformation, rising labor 
costs is an exacerbating factor.
9. Social protection of workers remains low and still leans heavily on firms. Although 
unemployment insurance coverage has improved tremendously in the PRC over the past decade, 
in 2015 only 22% of its workers are benefiting from this scheme. Coverage of occupational accident 
insurances is still also below 40% of the labor force, and did not cover 73% of migrant workers as of 
2015. Similarly, although retirement pension coverage has reached 858 million participants in 2015, 
programs are fragmented and benefits are tied to residency, hence varying greatly.2 Thus migrant 
workers who contributed in urban areas often could not enjoy the benefits after returning to their rural 
hometowns. Further, employers’ mandated contribution to the five social protection insurances could 
sum up to an additional two fifths of total wages, with pension alone averaging 20% of total wages. 
III. LESSONS FROM INTERNATIONAL EXPERIENCE
10. Labor reforms in Europe aimed to reduce labor market rigidity. In the mid-90s, Denmark 
reduced structural unemployment through reducing rigidity by increasing flexibility of hiring and firing, 
improving active labor market policies, while strengthening income security through generous social 
welfare assistance. Germany undertook comprehensive labor reforms in 2003, including creating 
new job categories with less insurance and tax liabilities to support job creation, and coordinating 
unemployment benefits with welfare benefits. The International Monetary Fund estimated this 
increased Germany’s long-run growth and reduced equilibrium unemployment by 1.5 percentage 
points. After the 2008 financial crisis, European economies with inflexible labor markets tried to 
increase full-time employment by reforming various labor legislations.  
11. High-income economies did not sacrifice workers protection.  This is important since 
flexible labor markets are typically characterized by larger fluctuations of employment and wages. In 
2014 OECD economies spent 21.6% of GDP on social protection, including average 7.9% of GDP on 
2.  In 2015, 353.6 million workers participated in urban basic pension for staff and workers, while 504.7 million participated in basic pension 
insurance for urban and rural residents. However, the average monthly pension payments of the latter program was estimated to be lower 
than 10% than the former program, and could be as low as CNY70 per month.
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retirement, 2.2% on incapacity (disability and occupational injuries), and 1% on unemployment. A 2013 
ADB study found that spending on social protection in 35 Asia-Pacific economies averaged slightly 
less than 4% of GDP. Although the PRC has made notable progress in expanding social protection, 
especially in improving rural health insurance, social protection accounted for only 5% of GDP that 
year. This is better than the regional average, but far behind developed economies and the top 4 in 
Asia-Pacific: Japan (19.2%), Uzbekistan (10.2%), Mongolia (9.6%) and Republic of Korea (7.9%).
12. Efforts to improve labor market flexibility balance support for enterprise growth and 
support for workers.  To achieve this goal, governments ensure that policies for increased workers 
support do not unduly increase the rigidity of labor market, especially for private sector firms, by 
increasing hiring and firing costs beyond what can be sustained in the markets. Support for workers 
should cover four broad areas: strengthening job creation, helping workers moderate income 
fluctuations (both cyclical and structural), improving labor mobility, and improving quality of jobs both 
in non-monetary and monetary terms. 
13.  Meanwhile, strengthening social protection also improves supply-side flexibility. 
Both Denmark and the US have no mandatory severance benefits. Instead, these countries have 
comprehensive unemployment insurance and more robust social protection to support workers who 
are laid off. In the US, state-funded unemployment insurance covers 90% of its labor force, providing 
26 weeks of coverage.3 Affordable Care Act aims to provide Americans universal access to health 
insurance, previously bundled with having a job. In addition, government rather than firms bears the 
main responsibility of retirement social security. Employer contribution to pension in OECD averages 
14% of labor costs (and 0% in Chile, Denmark and New Zealand).  
IV. POLICY RECOMMENDATIONS
14.   Reduce the overall burden to firms to encourage job creation. Both mandated severance 
costs and employers’ share of social insurances could be moderated. Instead, the government 
could improve labor market flexibility by helping workers reduce income fluctuations through better 
unemployment and health insurance. The ongoing tax reforms to rationalize business taxes are helpful 
to PRC firms. Tax cuts for businesses would be effective in job creation if they are targeted to support 
new jobs, such as offering specific tax credits for every new job created. The PRC central government 
3.  For states in the US with high unemployment, unemployment benefits can be prolonged up to an additional 20 weeks under the Extended 
Benefit program that is 50% paid for by the state and 50% paid for by the federal government. At the end of 2015, 2.2 million unemployed 





has adequate fiscal space to improve coverage and benefits of unemployment insurance, which 
should reduce labor incidents following layoffs. The strengthening of the unemployment insurance 
should be coordinated with other types of welfare or pension benefits and portable across regions and 
provinces. This portability is particularly important to allow more flexible movement of labor across 
provinces.
15. Calibrate increase of minimum wages to match local conditions. Rising costs has already 
hastened the shrinking of secondary sector employment, which overall has the highest labor 
productivity. Under the 12th Five-Year Plan, the target for average annual minimum wage growth 
was at least 13%, higher than productivity growth and aggregate economic growth. To ensure that 
increases in wages are aligned with market equilibrium, the government could ease the pressure 
of increasing minimum wages annually, depending on local conditions. In the US, for instance, the 
federal minimum wage was last adjusted in 2009, i.e., there has not been any change in the minimum 
wage since then. 
16. Increase investments in innovation and the human capital of workers to improve 
productivity. Estimates suggest that two-thirds of all jobs in the developing world are susceptible to 
automation, including up to half of jobs in the PRC. It is recommended that efforts focus on policies 
that support improvements in productivity of workers, rather than protecting lower-productivity jobs. 
The 13th Five-Year Plan’s call for innovation-driven growth will require better-trained and higher-skilled 
workers. While ongoing efforts to expand secondary education and strengthen rural education are 
important steps, to reach the government target of increasing science and technology’s contribution 
to economic growth to 60%, the government could improve efficiency of research and development 
spending and upgrade quality of secondary education, especially for technical and vocational 
education. 
17. Reduce migration costs, transaction costs, and information asymmetry in the labor 
market. Key to improving workers mobility in the PRC is reforming the household registration system 
(hukou). In areas where workers are in short supply, workers mobility could be increased by improving 
migrant workers’ access to public services. Strengthening the dissemination of labor statistics and 
regular labor force surveys would allow policy makers to better understand changes in the labor 
market, such as which workers are affected most by minimum wages and structural transformation. 
This would facilitate a well-functioning labor market, helping firms and workers find each other more 
efficiently, and for workers and students to choose the types of training that are actually in demand in 
the market.
18.  Strengthen job quality, worker retraining, and other supporting policies during the 
structural transition. Enforcements of labor contracts could be improved by ensuring that wages and 
benefits are fully paid accordingly, and guaranteeing occupational safety of workers. Further reforms 
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are needed to give the 277 million migrant workers better access to public services and social safety 
programs. During the course of rapid structural transformation of the economy, there will be rapid 
changes in labor demand. Special funds, such as the CNY100 billion announced recently to be set 
aside for the 1.8 million workers to be laid off in the coal and steel sectors, should focus on retraining 
whenever possible, rather than simply resettlement.
19.  In the long run, these supply-side improvements in labor-supply flexibility and social 
protection would support inclusive growth in the PRC. It is important to note that labor’s share 
of total income in the PRC has fallen from over 50% in the 1990s to approximately 35% today, while 
capital’s share of total income increased. This is part of a growing trend worldwide which is also 
correlated with increasing inequality. Although inequality in the PRC has slightly moderated since 
2008 (as measured by the Gini coefficient) to 0.46, it is still higher than the OECD average of 0.32. 
Efforts to improve job market flexibility through strengthening aspects of social protection will make 
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